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COMMENTS OF THE DEPARTMENT OF JUSTICE ON THE SHOW CAUSE ORDER

The United States Department of Justice (“DOJ”) hereby submits its comments to the
Department of Transportation’s (“DOT”’) Show Cause Order (“Order”) in the matter of the Joint
Application of Air Canada, the Austrian Group (“Austrian”), British Midland Airways Ltd
(“BMTI”), Continental Airlines, Inc. (“Continental), Deutsche Lufthansa AG (“Lufthansa”),
Polskie Linie Lotniecze Lot S.A. (“LOT”), Scandinavian Airlines System (“SAS”), Swiss
International Air Lines Ltd (“Swiss”), TAP Air Portugal (“TAP”) and United Air Lines, Inc.
(“United”) (collectively, the “Joint Applicants” or “Applicants”) to Amend Order 2007-2-16
under 49 U.S.C. §§ 41308 and 41309 so as to Approve and Confer Antitrust Immunity (the
“Joint Application” or “J.A.”).
L Summary of Comments

Antitrust enforcement has played a vital role in bringing increased competition and
consumer benefits to the deregulated airline industry. Accordingly, any exemptions from the
antitrust laws should be strongly disfavored. To overcome the presumption against antitrust
immunity, applicants must demonstrate that their collaboration will generate significant public
benefits that outweigh any harm to competition, that they cannot achieve those benefits without
immunity, and that they have narrowly tailored the requested immunity to achieve the benefits
claimed.

For many past applications, the principal public interest benefit furthered by DOT’s grant
of immunity has been the negotiation of open skies agreements with the home country of the
U.S. carriers’ alliance partners. In the present matter, open skies agreements have been signed

with the home countries of all the foreign applicants, and those foreign carriers will continue to



be members of the immunized alliances whatever DOT decides here. Granting immunity for
Continental to coordinate with Star ATI Alliance' members on U.S. to Latin American or Pacific
routes is not likely to result in further liberalization discussions between the U.S. and countries
with which we have not yet negotiated open skies, such as China or Brazil. Therefore, an
expansion of immunity offers no open skies benefits for U.S. consumers.

Where an application does not directly promote open skies with its attendant consumer
benefits, applicants bear a heavy burden to prove benefits specific to their alliance agreements
that justify immunity. Where an application involves the presence of two major domestic
competitors, the request for immunity warrants particularly close scrutiny.

DOJ believes the Joint Applicants have failed to demonstrate the required elements for
the broad immunity sought — immunity encompassing transborder, transatlantic and transpacific
markets without regard to the planned level of integration among Applicants — and that DOT
should deny the broad requested immunity and instead grant a more limited immunity. In
considering the Joint Applicants’ immunity request, we urge DOT to take into account the
following DOJ conclusions:

. The Applicants’ proposed elimination of competition between United and Continental for
transpacific and Latin American service threatens competitive harm in markets where

entry is limited by restrictive bilateral agreements. It will, for example, substantially
lessen competition in city pairs between the U.S. and Beijing, where United and

! As described in greater detail below, the Star Alliance is an alliance of more than 20
U.S. and international airlines that interact together at many levels without antitrust immunity.
The Star ATI Alliance is a subset of nine Star Alliance members that have received authority
from DOT to coordinate on an immunized basis. Two of the Star ATI members — United and
Lufthansa — have yet another alliance agreement, proscribing a greater level of integration than
found in the arrangements between the Star ATI members at large, for which DOT has also
granted antitrust immunity. United and Lufthansa refer to that alliance as the “Atlantic Plus” or
“A+" agreement.




II.

Continental provide substantial connecting service. The Applicants have provided no
concrete plans for cooperation in non-transatlantic markets, let alone established that
immunity is necessary to achieve specific benefits. A DOT grant of immunity for two
U.S. carriers to coordinate their international operations outside of an explicit joint
venture with foreign carriers would be unprecedented.

The Applicants’ proposed elimination of competition between Continental and Air
Canada on U.S.-Canada routes (“transborder routes”) will substantially limit competitive
alternatives on certain transborder routes where entry is unlikely. Applicants have
provided no plans detailing any future integration between the parties and hence no
justification for this immunity request.

The Applicants’ proposed elimination of competition between Continental and SAS,
Swiss and TAP (as a function of Continental joining the Star ATI Alliance) will likely
result in competitive harm for consumers in several transatlantic markets, including New
York - Stockholm, New York-Copenhagen, New York-Geneva, New York-Zurich, and
New York-Lisbon. The Applicants have offered little, if any, evidence to show that
immunity between Continental and the nine Star ATI alliance members is necessary to
achieve any benefits, or to support their failure to carve out these particular markets from
their immunity request.

The Applicants’ proposed elimination of competition between United and Lufthansa in the
Dulles-Frankfurt and Chicago-Frankfurt markets (by removing the existing carve outs to
immunity) will likely lead to higher fares. Applicants have offered no evidence showing
(1) that they need to remove the carve outs to achieve specific benefits and (2) that the
value to consumers of those benefits outweighs the likely competitive harm.

Because the Applicants include two large, domestic competitors, a sweeping grant of
immunity raises significant concerns about harm to domestic competition, a risk that
cannot be completely mitigated through confidentiality guidelines. Thus, the request for
immunity should be viewed with enhanced skepticism.

Background

A. The Star Alliance and its immunized components

The member airlines of the Star Alliance together operate flights to over 900 destinations

worldwide. Its founding — and principal members — include:

. United: United, the third largest U.S. airline with over $20 billion in annual
revenue, has hubs in Chicago, Denver, San Francisco, Los Angeles and
Washington, D.C. United offers international service to Canada, Europe, Asia,
and Latin America. In addition to its immunized participation in the Star ATI



Alliance (described below) and its longstanding immunized cooperation with
Lufthansa, United also has bilateral immunized relationships with Asiana and Air
New Zealand that exist independent of United’s relationships with the other Star
participants.

. Lufthansa: Lufthansa is one of the world’s largest airlines, with hubs in Frankfurt
and Munich and over $35 billion in annual revenue. Lufthansa owns 100% of
Swiss, and has significant ownership interests in BMI and JetBlue. Lufthansa
provides extensive service to the United States.

. Air Canada: Air Canada is the largest provider of scheduled passenger service in
the Canadian market, the Canada-U.S. transborder markets, and in the international
markets to and from Canada. Air Canada has hubs in Toronto, Montreal,
Vancouver and Calgary, and provides service directly to numerous destinations in
the United States and cities in Europe, Asia, and Latin America.

The Star Alliance includes eighteen additional members,” all of which have agreed to provide
Alliance customers certain joint services such as codesharing, coordinated processes for
reservations and baggage transfer, through-ticketing, frequent flyer reciprocity, and lounge

Star members interact with one another with varying degrees of integration and across

various sets of markets. The full group of twenty-one members operates without antitrust
.
N 7 e

US Airways’ participation in the Star Alliance is not subject to antitrust immunity; therefore, the

2 The current members of the Star Alliance are United, Lufthansa, Air Canada, Air
China, Air New Zealand, ANA, Asiana Airlines, Austrian, BMI, Egyptair, LOT, SAS, Shanghai
Airlines, Singapore Airlines, South African Airways, Spanair, Swiss, TAP, Turkish Airways,
THAI and US Airways. Star also has three regional members: Adria Airways, Bluel and Croatia
Airlines.

'
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antitrust laws fully apply to its collaboration with other Star members — including that with its

domestic rival United.

Certain Star members, however, have entered into more extensive agreements with one

another for which they have requested — and received — antitrust immunity from DOT:

B.

The United/Lufthansa Joint Venture: In 1996, United and Lufthansa received
antitrust immunity to coordinate pricing, scheduling and other activities as part of
their alliance agreement. DOT imposed carve outs from the immunity for the
Frankfurt to Chicago/Washington routes — the only routes then served by both
airlines on a nonstop basis. The carve outs remained following each subsequent
renewal of the United/Lufthansa immunity grant and each expansion of the
membership of the Star ATI Alliance. The two carriers instituted revenue sharing
in 2003, when they changed the name of the venture to the Atlantic Plus (“A+”)
Alliance.

The Star ATI Alliance: United, Air Canada, Lufthansa and six other Star members®
have entered into a coordination agreement to “promote global cooperation, while
maintaining their distinct corporate identities.”® DOT granted this group global
antitrust immunity but excluded routes between Frankfurt and
Chicago/Washington (discussed above) and between Toronto and San
Francisco/Chicago. DOT had previously carved out these routes from bilateral
agreements between United/Lufthansa and United/Air Canada’ due to competitive
concerns and then ordered these carve outs continued under the Star ATI Alliance;
accordingly, the antitrust laws continue to apply to operations on those routes.

Continental’s request to join Star and receive antitrust immunity

Continental, the fourth largest U.S. airline with hubs in Newark, Houston and Cleveland,

has an extensive international network, including significant transatlantic, transpacific and Latin

American operations. It currently is an non-immunized member of the SkyTeam Alliance and

5 United, Air Canada, Lufthansa, Austrian, BMI, LOT, SAS, Swiss and TAP are the
current members of the Star ATI Alliance.

¢ Docket 2005-22922, Joint Application Ex. 2.

7 DOT first granted United and Air Canada immunity in 1997. That order exempted
from immunity Toronto to Chicago/San Francisco routes — two of the five routes where United
and Air Canada each offered nonstop service between the U.S. and Canada at the time.

5



also participates in a domestic alliance with Northwest and Delta. Continental competes with
United on numerous domestic routes; the airlines also provide competing service to Europe,
Canada, Asia and Latin America,

Continental now seeks to exit SkyTeam and join United in the Star Alliance.® In addition
to becoming a member of the full, non-immunized alliance, the Applicants request that DOT
provide antitrust immunity for Continental’s inclusion in the Star ATI Alliance agreement, with
the result that Continental will have global immunity to cooperate with the existing Star ATI
participants.’

The Applicants also propose an integrated joint venture among Continental, United, Air
Canada, and Lufthansa patterned after the immunized A+ alliance. The venture — named A++ —
provides for the four parties to engage in joint pricing, sales and marketing, and revenue sharing
for the transatlantic routes encompassed by the agreement. The Applicants contend that revenue
sharing will promote “sales without preference” or “metal neutrality,” and allow the parties to

focus on jointly tailoring their service to serve customers better, rather than diverting passengers

rom one anotrc-. [

® Due to contractual obligations, Continental cannot transition from SkyTeam to the Star
Alliance, or any of the other coordination agreements set forth in the Joint Application, until
October 24, 2009.

? Continental proposes to enter into bilateral agreements with each of the existing
members to facilitate this coordination.

10




In support of their overall request, the Applicants claim that Continental’s inclusion in the
immunized Star ATI Alliance will provide significant consumer benefits, which include
expansion of service, prevention of service cuts, cost efficiencies, and more vigorous competition
among the three major international alliances (Star, SkyTeam and largely non-immunized
oneworld). They place significant emphasis on the “common bottom line” of the A++ agreement,
which they claim will allow significant integration and operational efficiencies. They assert that
antitrust immunity is required to achieve these consumer benefits because a grant of immunity
would negate the “threat of costly and burdensome private antitrust litigation;” satisfy “due
process” and “equitable” considerations by providing the Star ATI Alliance, plus Continental,
immunity to match the immunity currently in place for the SkyTeam Alliance; and further the
goals of the U.S.-E.U. open skies agreement.'?

The Applicants assert that the benefits justify global, unrestricted immunity; i.e., that DOT
should not impose carve outs on new overlap routes and that DOT should rescind the carve outs
that apply to the Star ATI members’ existing grants of immunity."”* The Applicants claim that
they will not carry out the joint activities contemplated by the proposed alliance agreements

without immunity."

' The agreement does not specifically provide for expansion of the venture to other
international routes. The Applicants have stated that they intend to pursue similar integrated
joint ventures to cover Latin America and Asia, but no such contractual obligation exists.

12 J.A.at 97,13, and 9.
B J.A. at 85.

" JA. at97.




Continental and United also contemplate forming a domestic alliance spanning their entire
U.S. networks.'® Continental and United assert that they will maintain their separate domestic
networks and make independent pricing, scheduling and sales decision for the domestic entities.

C. The Show Cause Order

DOT conducted an analysis of the competitive effects and claimed benefits of the
proposed agreements. DOT explains that its competitive analysis treats the agreements as a
merger and that the appropriate framework is an application of Clayton Act standards.'® Under its
review process, DOT analyzes the potential effects of the proposed agreements on competition in
“regional,” “country-pair,” and “city-pair” markets, and the Order finds the combination to be
pro-competitive or neutral with respect to regional and country-pair markets."” With respect to
city-pair markets, the Order notes that there are fourteen city pairs in which Continental and a
Star ATI carrier compete on a nonstop basis. DOT states that “each of the nonstop overlap
markets will continue to have adequate competition on a nonstop or connecting basis” but does
not discuss the specific facts of each. The Order also states that even “[w]here the transaction

materially reduces the number of competitors . . . the particular facts and circumstances of this

'* Continental and United hope eventually to codeshare on nearly all of their domestic
flight segments, combine customer lounges, consolidate their operations at common airports,
provide frequent flyer reciprocity, cooperate on ticketing, reservations and check-in, and perform
joint procurement.

16 Order at 7-13.

7 The Order does not explain how DOT determined that regional and country-pair
markets are relevant markets under the Clayton Act. In its analysis of country-pair markets,
DOT focuses on the predicted effect of the transaction on “inter-alliance competition.” As
discussed infra, when DOJ analyzes the competitive effects of transactions involving air
transportation service, DOJ considers travel between city pairs, or nonstop travel between city
pairs, to be the appropriate relevant markets for review.

8




case indicate that consumers will not be harmed.”"®

DOT also explains its view that carving out service on transatlantic overlap city-pair
routes from immunity would interfere with the expected integration efficiencies from the A++
venture and would disadvantage the smaller Star carriers SAS, Swiss, and TAP, which compete
on certain of the overlap routes but are not A++ members." In addition, the Order states that
entry is easy in U.S.-Canada markets, and thus DOT does not impose carve outs of overlaps
between Continental and the Star ATI members.2’ The Order does not address competitive issues
in any other non-transatlantic international city pairs (such as routes from the U.S. to Asia or
Latin America). The Order notes that, although there is some risk that immunized coordination
between Continental and United will have spillover effects on competition in domestic markets,
that risk is small and outweighed by the benefits of integration. The Order states that the
adoption of antitrust protocols by United and Continental is critical to this finding.

The Order concludes that the extensive integration contemplated in the A++ joint venture
might create a risk of antitrust litigation for the four participants.”’ The Order does not expressly
analyze why immunity is necessary for Continental to join the broader, less integrated Star ATI
alliance. The Order states that restricting the scope of the alliance agreements at this juncture

would “primarily serve to disadvantage Continental and its customers.”*

'8 Order at 12.
% Order at 13.

% Id. The Order maintains existing transborder carve outs between Star ATl members
United and Air Canada. Order at 13, 27,

2l Order at 17-18.

22 Order at 20.




The Order grants global immunity for Continental to coordinate with the Star ATI
members and for the A++ joint venture.”? The Applicants are required to submit evidence
showing that the A++ joint venture has been implemented — i.e., the parties must negotiate a
revenue sharing formula — within 18 months. If they do so, the existing carve-outs on the
Washington-Frankfurt and Chicago-Frankfurt markets will be removed. If they fail to do so, “the
9324

grant of antitrust immunity shall be automatically withdrawn.

III. The Statutory Scheme Disfavors Immunity and Places a Significant Burden on the
Applicants to Justify Their Request

Under the applicable statute, DOT must disapprove a proposed agreement if it
“substantially reduces or eliminates competition” unless DOT finds that the agreement “is
necessary to meet a serious transportation need or to achieve important public benefits” and there
is no less anticompetitive alternative. 49 U.S.C. §41309(b). If DOT approves an anticompetitive
agreement on those grounds, it must exempt it from the antitrust laws. 49 U.S.C. §41308(c).

If DOT finds that an agreement does not reduce or eliminate competition and is consistent
with the public interest, DOT must approve it, but exemption from the antitrust laws is authorized
only if it is required by the public interest; even then immunity is authorized only “to the extent
necessary to allow the person to proceed with the transaction specifically approved by the order

and with any transaction necessarily contemplated by the order.” 49 U.S.C. §§41309(b) and

» The immunity grant is subject to the adoption of antitrust guidelines by United,
Continental, and Lufthansa, and does not extend to any market solely within the United States.
Order at 27, Appendix A. The Applicants also must submit for prior approval any agreements
materially altering their cooperation agreements and must resubmit the alliance agreements five
years after issuance of the Final Order. Order at 27.

2 Order at 26-27.

10




31
4

41308(b). In such a case, the burden is on the Applicants to make “a strong showing on the
record that antitrust immunity is required by the public interest, and that the parties will not
proceed with the transaction without the antitrust immunity.”?

A. Antitrust enforcement plays a central role in the deregulated airline industry

Antitrust enforcement protects U.S. consumers. The antitrust laws rest on “the premise
that the unrestrained interaction of competitive forces will yield the best allocation of our
economic resources, the lowest prices, the highest quality and the greatest material progress.”*
Accordingly, the Supreme Court has consistently held that exemptions from the antitrust laws are
to be narrowly construed.”’

An important goal of airline deregulation was to “make the airline industry subject to the
same competitive and antitrust standards applicable to other industries, as far as is practicable.”?®
As the Civil Aeronautics Board (“CAB”) itself recognized, regulatory protection from antitrust
enforcement may have unanticipated consequences:

Congress intended the Board to be circumspect in its use of 414 [the antitrust

exemption for airlines], both because the threat of antitrust liability is a valuable

regulator of business conduct and because the consequences of the grant of
immunity can be difficult to predict.?

% Order 93-1-11 (Northwest/KLM) at 10.
% N. Pac. Ry. Co. v. United States, 356 U.S. 1, 4 (1958).

7 Union Labor Life Ins. Co. v. Pireno, 458 U.S. 119, 126 (1982); FMC v. Seatrain
Lines, Inc., 411 U.S. 726, 732-33 (1973). This doctrine applies with equal force to both implicit
and express statutory exemptions. Group Life & Health Ins. Co. v. Royal Drug Co., 440 U.S.
205, 231 (1979); United States v. McKesson & Robbins, Inc., 351 U.S. 305, 316 (1956).

28 Air Carrier Agreements Affecting Interstate and Overseas Air Transportation, Order
88-12-11 at 1 (1988).

# National Airlines, Acquisition, 84 C.A.B. 408, 415 (1979).

11



The CAB and DOT have in the past exercised their authority to grant immunity mindful of
competitive consequences:

In enacting the ADA, Congress directed that control of the air transportation system be

returned to the marketplace. We have consistently held that a part of the return to market

control is exposure of participants to the antitrust [aws, as that exposure exists in

unregulated industries.*

B. Applicants must show that immunity is required by the public interest

The burden is on the Applicants to make “a strong showing on the record that antitrust
immunity is required by the public interest, and that the parties will not proceed with the
transaction without the antitrust immunity.”' DOT has “determined that it will grant antitrust
immunity only if it is necessary to enable a transaction that will provide significant public
benefits to go forward.”** Previous decisions have described the “high standard” or exceptional
showing required.”> The courts have upheld this approach. For example, in affirming a CAB

denial of antitrust immunity, the Eighth Circuit explained that “[e]xamination of [the approval

and immunity provisions] and their legislative history clearly reveals that antitrust immunity for

3% Competitive Marketing of Air Transportation, Order 82-12-85, 99 C.A.B. 1, 131
(1982). “ADA?” refers to the Airline Deregulation Act of 1978, Pub. L. No. 95-504, 92 Stat.
1705, codified as amended at 49 U.S.C. §§ 40101-46501 (2005).

' Order 93-1-11 (Northwest/KLM) at 10.

32 DOT Report to Congress: Administration of Aviation Antitrust Functions, at 16 (May
1987). See also 49 U.S.C. § 41308(b) (stating the “necessary” requirement).

3 See, e.g., UATP-1976 Agreements, Order 80-6-66, 85 C.A.B. 2481, 2512-14 (1980)
(“[F]ull exposure to antitrust liability is consistent with the marketplace orientation of [the
Airline Deregulation Act]”); Airline Fuel Corporation Case, Order 79-9-120, 83 C.A.B. 1358,
1363-64 (1979) (holding that Board’s continuing jurisdiction over agreements was not sufficient
substitute for antitrust exposure and noting that the threat of unwarranted litigation is “simply
one of the risks of doing business™); see also, Competitive Marketing of Air Transportation,
Order 82-12-85, 99 C.A.B.1, 13 (1982) (recognizing that “full antitrust exposure is consistent
with deregulation” and setting a “high standard for granting antitrust immunity”).

12
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airline agreements is intended to be the exception and not the rule.”*

All prudent businesses devote some concern to antitrust liability; this level of awareness is
normal and, from a consumer standpoint, healthy. Subjective fears of antitrust litigation are an

insufficient basis for granting immunity:

Petitioners seem to read the [Federal Aviation Act] as authorizing immunity on demand
for any agreement which produces public benefits, Neither the text nor the legislative
history of the statute supports such a reading, which would make the grant of antitrust
immunity turn on the subjective desire of the parties to avoid antitrust litigation. This
desire is one shared by all businesses subject to the Sherman Act, and we do not believe
that it is relevant to the Board’s task. Petitioners are entitled to immunity on the basis of
an objective demonstration that the statutory requirements for such immunity have been
met.*

An application for immunity must therefore make a “strong showing” that, from the standpoint of
the public interest, the predicted value of antitrust immunity is greater than the proven value of
the normal antitrust regime.
IV.  DOT Should Deny the Broad Application for Immunity

Over the last sixteen years, DOT has exercised its authority to grant antitrust immunity to
more than twenty alliance agreements.*® During this time most of the largest airlines in the world
have become members of one of three large alliances and, in many cases, have been granted
immunity from the antitrust laws by DOT.

Many of the immunity grants DOT has issued were intended, in large part, to further the

foreign policy goal of inducing the governments of the foreign alliance partners’ home countries

3 Republic Airlines, Inc. v. C.A.B., 756 F.2d 1304, 1317 (8™ Cir. 1985).
% Id. (emphasis in original).

3 DOT has published lists of open skies agreements and immunized alliances at
http://ostpxweb.dot.gov/aviation/X-40%20Role_Files/bilatosagreement.htm
and at http://ostpxweb.dot.gov/aviation/X-50%20Role_files/immunizedalliances.htm.

13



http://ostpxweb.dot.gov/aviation/X-40%20Role_Files/bilatosagreement.htm
http://ostpxweb.dot.gov/aviation/X-50%20Role_files/immunizedalliances.htm

to enter into open skies agreements with the United States. Indeed, DOT asked Congress to retain
the authority to approve and immunize agreements as a tool to be used in the conduct of U.S.
international aviation policy.”’” For example, in granting immunity to the Northwest/KLM
alliance, foreign policy considerations led DOT to overcome its normal reluctance to grant
antitrust immunity:
We have rarely been willing to grant antitrust immunity to carrier agreements because
immunity is usually inconsistent with airline deregulation and the promotion of airline
competition. In this case, however, the grant of immunity should promote competition by
furthering our efforts to obtain less restrictive aviation agreements with other European
countries.*®
The agreements facilitated by earlier grants of immunity have removed entry restrictions and
pricing regulation in most large international markets. In this case, however, open skies

agreements are in place with all of the relevant governments® and an immunity grant to

Continental does not advance this important goal.*

%7 Report to Congress: Administration of Aviation Antitrust Functions, May 1987, at 24.

8 Order 93-1-11 at 11-12.

3 Although in some previous cases, DOT granted immunity to a new alliance after open
skies were achieved, these decisions occurred where the foreign carrier’s original alliance with a
U.S. carrier had terminated or where the citizen airline of the open skies partner was newly
joining an alliance with a single U.S. carrier. As DOT has explained, “the existence of an
open-skies relationship in no way guarantees any grant of immunity. To the contrary, it is
possible that immunity will not be found to be pro-competitive or pro-consumer in particular
cases, notwithstanding an open national market, depending on such factors as relevant market
concentration, potential future barriers, overall dominance and size of the applicants, among
other things[;] . . . an Open-Skies agreement is a necessary, but not automatically sufficient,
basis for the grant of antitrust immunity.” Order 2001-12-18 (Delta/Air France/Alitalia/Czech)
at 2.

“ The EU and the U.S. have negotiated and implemented a first stage open skies
agreement and are negotiating an expansion of that agreement. There has been no claim here
that granting expanded immunity to Star would lead to success in those negotiations.

14




DOT has also based its prior decisions to grant immunity to alliances on the assumption
that immunity would allow the partner airlines to coordinate in ways that create large public
benefits, and that such coordination would not occur without immunity. The primary benefit
asserted by the Applicants is that, like other international alliances, immunity here will allow the
partner airlines to extend their networks to provide passengers with online service in a large
number of city pair markets that no partner serves on its own. They further argue that immunity
will benefit passengers by creating broader frequent flyer programs, improved access to airport
lounges, and more efficient service through shared airport facilities and passenger handling.
Time has shown, however, that non-immunized alliances (including some involving the
Applicants) routinely provide these same public benefits through code-sharing, joint marketing
programs, and operational cooperation. See infra Section VI. A. The Applicants also argue that
immunity would lead to reduced fares through the elimination of double marginalization.
Comparison of immunized and non-immunized alliances, however, shows that immunity is not
necessary to achieve this benefit. See infra Section VI. E. Finally, the Applicants claim that they
would not engage in the proposed coordination without immunity due to fear of frivolous antitrust
litigation. This fear is without substantial foundation, and long experience shows that airlines
routinely engage in profitable and beneficial coordination without antitrust immunity. See infra
Section VI.

V. Immunizing an Alliance that Includes Continental and the Other Star ATI Members
Risks Significant Competitive Harm in Certain Markets

DOJ’s analysis shows that the addition of Continental to the immunized Star ATI Alliance
is likely to result in harm to certain international routes, including routes between the U.S. and

China, routes spanning the U.S. and Canadian border, and routes between the U.S. and Denmark,
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Portugal, Sweden, and Switzerland. The proposed agreements also pose harm to domestic
competition.

A. Analyzing the competitive effects of the Joint Application agreements

To determine the competitive effect of adding Continental to the immunized Star ATI
Alliance, DOJ undertakes an analysis based on the antitrust agencies’ Antitrust Guidelines for
Collaborations Among Competitors (hereinafter “Joint Venture Guidelines™).*’ The central
question is whether the joint venture is likely to harm competition in any relevant markets by
increasing the participants’ ability or incentive to raise price or reduce output.*? The first part of
this analysis asks whether the venture may reduce competition in the markets within which the
venture operates. The second asks whether the joint venture may reduce competition in other
markets where the joint venturers remain competitors.

The likelihood of any harm to competition depends on, among other things, “the nature of
the collaboration, its organization and governance, and safeguards implemented to prevent or
minimize such disclosure.”® A joint venture may facilitate collusion by providing the
participants with opportunities to discuss and agree on anticompetitive terms or enhancing their
ability to detect and punish deviations from a collusive agreement.** Evaluating the competitive

effects requires a detailed and fact-intensive analysis of the specifics of the joint venture structure

“! These guidelines, prepared by DOJ and the Federal Trade Commission and available
at http://www.ftc.gov/0s/2000/04/ftcdojguidelines.pdf, explain the framework for analysis of the
competitive effects of joint ventures.

2 Joint Venture Guidelines at 1.2; 3.3.
4 See Joint Venture Guidelines at 3.34(e).
“ 14 at 3.31(b).
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and proposed operations in the relevant markets. DOJ uses the principles contained in the 1992
Horizontal Merger Guidelines to analyze the likely competitive effects of agreements such as
those in the Joint Application,*” and DOT has adopted this Merger Guidelines approach.*® The
analysis identifies the relevant markets and the firms that compete in those markets, and considers
whether entry into the market is so easy that the market participants, after the transaction, would
not be able profitably to maintain a price increase above pre-merger levels.”

In analyzing airline matters, the relevant markets are no larger than city pairs. However,
there are often narrower markets for nonstop service because a significant number of travelers
may not consider onestop service to be a reasonable substitute for nonstop in a given city-pair
market.

In principle, a transaction may not increase market power, notwithstanding a significant
increase in concentration, if entry were so easy that profitable price increases could not be
sustained after the transaction. Here, the Applicants have made no showing that such entry would
be timely, likely or sufficient on the routes of greatest concern. Moreover, experience shows that

entry on certain routes, in particular routes connecting two hubs of an airline, can be difficult for a

“ For a more detailed description of DOJ’s approach to analyzing airline mergers, see
Statement of James J. O’Connell before the Subcommittee of Aviation, Committee on
Transportation and Infrastructure, U.S. House of Representatives (May 14, 2008) at 7-10.

4 «[W]e primarily consider whether the alliance would significantly increase market
concentration, whether the alliance raises concerns about potential anticompetitive effects in
light of other factors, and whether new entry into the market would be timely, likely, and
sufficient either to deter or counteract a proposed alliance’s potential for harm.” Order at 7.

47 “Entry is that easy if entry would be timely, likely, and sufficient in its magnitude,
character and scope to deter and counteract the competitive effects of concern.” Merger
Guidelines § 3.0.
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non-hub carrier.*®

B. Competition on non-transatlantic routes

If global antitrust immunity is granted, United and Continental will be free to cease
competing in non-transatlantic international markets. Although the two carriers have no nonstop
overlaps on non-transatlantic city pairs, they are nevertheless important competitors in non-
transatlantic regions. Pacific and Latin American markets tend to have significantly less service
from the U.S. than European markets, both because the markets are thinner and because service to
several countries is still subject to limited entry bilaterals.* The Order contains no analysis of the
competitive effects of immunizing the non-transatlantic international operations of Continental
and United.*

The most serious competitive concerns raised by a grant of global immunity involve
China. U.S. airlines must receive DOT authorization to serve between specific cities in the U.S.
and China, and such authorization has strict frequency limits. United and Continental are
currently the only two U.S. carriers offering nonstop service to Beijing from the U.S. mainland.

Together, they account for 57% of the available nonstop seats to Beijing, while (non-immunized)

8 Entry by non-hub carriers in transatlantic hub routes where only a few airlines offer
nonstop flights is extremely unlikely. For the 46 transatlantic hub routes studied in Appendix B
that had nonstop service from only one or two carriers, there was only one instance in the past
three years of a non-hub carrier entering a route with regular service. See Appendix B, fn. 119.
See also, infra notes 67 and 122.

% Countries that still have restricted bilaterals include Brazil, Mexico, China, and Japan.

% The Order notes Delta Air Lines’ objection to extending immunity to limited entry
countries, but merely states that DOT is unwilling to “jeopardize the network benefits of the
proposed alliance by limiting the points that be served without stronger evidence of competitive
harm.” Order at 20. The Order does not describe which limited entry markets DOT examined
for competitive effects or which evidence DOT would have found sufficient.
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Star member Air China accounts for another 41%.>' United and Continental are also the only
U.S. carriers providing nonstop service from U.S. gateways to Hong Kong; those nonstop flights
accounted for 28% of all nonstop seats offered from the U.S. to Hong Kong in 2008.*

United and Continental currently do not provide nonstop service between the same
U.S.-China city pairs (e.g., United has authority to provide some service between Beijing and
Chicago/San Francisco/Washington, while Continental is authorized to offer some service
between Beijing and Newark). However, because DOT can authorize service to China from only
a handful of U.S. cities,*® customers in many U.S. cities must use connect service when traveling
to/from China. Thus, Continental and United today compete for connecting traffic between
numerous non-gateway U.S. cities and Beijing. That competition would be lost under the terms
of the Order.

Under current service patterns, post-application the Star Alliance would provide a
dominant share of the onestop connecting service available to U.S. consumers, with immunized
Star ATI members Continental and United accounting for many of the onestop options involving
Eastern U.S. points. Although significant new U.S.-China service has been negotiated and

awarded,** most of that new service has been deferred by the recipient airlines for at least a year.”

51 OAG data for 2008.
2 Id.

53 See Order 2007-9-25, Docket OST-2007-28567, at 2-3 (discussing limits on DOT's
ability to award service to China).

54 See Order 2007-9-25, Docket OST-2007-28567.

55 See, e.g., Docket OST-2007-28567, Motion of United Airlines, March 20, 2009, at 2-
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Even if all the authorized service were implemented eventually, the combination of the
Continental and United frequencies will leave the Star ATI alliance with over half of the

authorized U.S. carrier frequencies from the U.S. to Beijing.

C. Competition on transatlantic routes

Continental has extensive transatlantic operations — with flights to 25 destinations in
Europe — primarily from its hub in Newark and more limited service from Houston and
Cleveland. Continental competes on a nonstop basis with the Star ATI carriers in certain U.S.-
Europe city-pair markets, as discussed in Section V. C. 2 below.*® Granting Continental authority
to join the immunized Star ATI Alliance will likely harm nonstop competition in these markets.

1. Nonstop service is a separate product market

In transatlantic routes covered by this Application, nonstop service is a separate product

3¢ See Appendix A.

—

58 With respect to transatlantic city-pair markets in which Continental today provides
only connecting service, the proposed immunity grant does not raise competitive concerns for
passengers.
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market.

Empirical analyses (discussed in more detail below) show that the number of nonstop
carriers competing in a market has a significant impact on the average fares paid by customers in
the market. That finding strongly supports the conclusion that nonstop service is a separate
market.”

The evidence shows that for a large group of passengers, connecting service is not a
reasonable substitute and airlines can target this group for higher fares.® These travelers
generally have fewer options on the timing of trips, tend to purchase tickets closer to the time of
travel, are able to pay more for better service and flexibility, and are less likely to accept the
delays attendant to connecting service when nonstop service is available. In other words, for
many passengers, connecting service is not a reasonable substitute for nonstop service.

The existence of a separate market for nonstop service is supported by the airlines’ own
documents and actions. The airlines structure restrictions on their tickets to segment time-
sensitive from non-time-sensitive demand, thereby encouraging passengers to self-select into

either lower priced tickets with more restrictions purchased in advance of travel, or less restricted

¥ Moreover, on transatlantic hub routes the vast majority of coach passengers fly
nonstop when it is available even though average connect fares are 10% lower than average
nonstop fares (see Appendix B). Such evidence is consistent with the existence of a separate
non-stop market.

60 See, e.g., Armantier, O., and Richard, O., 2008, “Domestic Airline Alliances and
Consumer Welfare,” 39 RAND Journal of Economics 875-904, and Berry, S., Carnall, M., and
Spiller, P., 2006, “Airline Hubs: Costs, Markups and the Implications of Customer
Heterogeneity,” 1 Advances in Airlines Economics (Darin Lee, Elsevier B.V., ed.).
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tickets purchased within a few days of travel at relatively high prices.®' To similar effect, the

airlines’ QSI (“quality of service index”) models award nonstop service a significantly higher
projected share than connect service when predicting the market share a carrier should receive
based upon its level or quality of service in a market.*?

Finally, business travelers’ conduct supports the existence of a nonstop market.* Many
corporations have explicit guidelines governing when their employees are required to take
onestop alternatives due to lower price. Those guidelines require a significant fare difference
before the onestop option is mandated — generally at least 10% and in some cases 25% or more.
Some corporations actually require passengers to take nonstop service if available. This is not
surprising given the value of employees’ time, especially the types of employees likely to be

dispatched on international travel.

2. Nonstop overlap on specific transatlantic routes

Continental currently competes against other Star ATI members on five nonstop

transatlantic routes: New York-Stockholm, New York-Copenhagen, New York-Geneva, New

% DOJ interviewed numerous corporate travel managers about their companies’ travel
policies during the course of investigating the Joint Applicants’ proposals and other airline
transactions.
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York-Lisbon, and New York-Zurich.** The two charts below show Continental and the Star ATI
carriers’ shares on these five routes of all passengers (nonstop and connecting) and nonstop

passengers:®

Total Passenger Shares (Nonstop and Connecting) in Selected N.Y.C. Overlap Routes

New York City 2007 CO Share Current Star New Star
Transatlantic Service Passengers ATI Share ATI Share

Stockholm
Copenhagen
Geneva
Zurich
Lisbon

Total Nonstop Passenger Shares in Selected N.Y.C. Overlap Routes

New York City 2007 CO Share Current Star New Star
Transatlantic Service Passengers ATI Share ATI Share

Stockholm
Copenhagen
Geneva
Zurich
Lisbon

On each of these routes, Continental and its potential immunized partner account for at
least- of the passenger traffic. Thus, even if the relevant market is more broadly defined to
include nonstop and connecting service, the proposed Application would substantially increase
market concentration in each of the above-referenced markets. On four of the routes (New York

to Copenhagen, Geneva, Lisbon, and Stockholm) they offer the only daily nonstop service on the

“SAS serves New York-Copenhagen/Stockholm, Swiss serves New York-
Geneva/Zurich, and TAP serves New York-Lisbon.

8 Source: MIDT data (2007).
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route, and on the fifth (New York to Zurich) they are two of three nonstop competitors. The
proposed immunity order would thus significantly reduce — and in some cases completely
eliminate —~ nonstop competition on these routes.

As the table below shows, the vast majority of passengers traveling in these markets fly
nonstop, and the percentage of business passengers (identified by fare class) flying nonstop is

generally even higher.®®

Business Class Share Coach Class Share
New York City Nonstop Connecting  Nonstop Connecting
Transatlantic Service Carriers Carriers Carriers Carriers

Stockholm - - - -
Copenhagen - - - -
Geneva - - - -
Zurich - . - -
Lisbon - - - -

3. The loss of a nonstop competitor is likely to result in significant fare

increases
The immunity grant will substantially reduce competition on routes where the Star ATI
members offer nonstop service in competition with Continental. Numerous economic studies of
the domestic U.S. airline industry since deregulation have shown that reducing the number of
nonstop competitors, particularly from three to two, or from two to one, results in significant fare

increases.’” Recent work by DOJ, using cross-sectional analysis of third quarter 2008 fare data

8 Source: MIDT data (2007). Includes all carriers with at least 500 passengers in the
calendar year.

%7 See, e.g., Kamita, “Analyzing the Effects of Temporary Antitrust Immunity: The
Aloha-Hawaiian Immunity Agreement,” Journal of Law and Economics (forthcoming 2009);
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for U.S. carriers on transatlantic routes, shows that fares paid by nonstop passengers increase by
15% when the number of nonstop carriers goes from two to one (as would be the result in a
number of the nonstop overlap markets at issue here if immunity is granted) and increase by 6.6%
when the number of nonstop carriers goes from three to two.®®

4, Nonstop entry is unlikely

The Applicants have failed to show that nonstop entry would prevent fare increases by
Continental and its immunized Star ATI partners in overlap transatlantic markets. If Continental
has immunity to coordinate with the Star ATI members, the Star ATI Alliance will, in essence,
operate hubs at both ends of the overlap city pairs. It is very difficult to enter the hub-hub market
of another carrier because the entrant does not have access to feed traffic and because the hub

carrier has significant marketing advantages.®® New York-Copenhagen and New York-Stockholm

Peters, “Evaluating the Performance of Merger Simulation: Evidence from the U.S. Airline
Industry,” 49 Journal of Law and Economics 627 (2006); Joskow, Werden & Johnson, “Entry,
Exit and Performance in Airline Markets, 12 International Journal of Industrial Organization
457 (1994); Borenstein, “The Evolution of U.S. Airline Competition,” 6 Journal of Economic
Perspectives 45 (1992); Borenstein, “Hubs and High Fares: Airport Dominance and Market
Power in the U.S. Airline Industry, “ 20 Rand Journal of Economics 344 (1989); Brueckner,
Dyer & Spiller, “Fare Determination in Hub and Spoke Netw